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The 1940 Excess Profits Tax Act 


By J. Marvin Haynes AND CHESTER J. McGuire 
(Washington Office) 


The 1940 Excess Profits Tax 
Act,* which applies to taxable years 
beginning after December 31, 1939, 
has been passed by Congress and ap- 
proved by the President. The 1917 
and 1918 Excess and War Profits 
Tax Acts, which the business world 
condemned because of their compli- 
cations, were masterpieces of sim- 
plicity in comparison with the 1940 
Act. 

The new excess profits tax does 
not displace the tax of the same name 
which has been in force since it was 
enacted as a part of the National In- 
dustrial Recovery Act in 1933. The 
older tax is continued by Section 600 
of the Internal Revenue Code but is 
to be known hereafter as the “De- 
clared Value Excess-Profits Tax” to 
distinguish it from the new tax. 

This article is designed to discuss 
briefly the more important provisions 
of the new Act. Obviously, it will be 
impossible to discuss in detail its 
many complicated provisions. 


Excess Profits Subject to the Tax 
The 1940 Act, which applies only 


to corporations, permits one of two 
alternative methods of computing the 


* Hereinafter referred to as “‘the Act” or “the 
1940 Act.” 


amount to be subjected to the excess 
profits tax. Apparently, the use of 
one method in one year does not bind 
the taxpayer to use the same method 
in all years. 

Under the one method, referred to 
as the invested capital method, the 
taxable amount is the excess of the 
net income (adjusted as prescribed 
in the Act) over a credit consisting 
substantially of a specific exemption 
of $5,000 plus 8 per cent of the in- 
vested capital (as defined in the Act). 

Under the other method of mea- 
suring the “excess profits” to be sub- 
jected to tax, referred to as the aver- 
age income method, the taxpayer is 
permitted to average its income for 
the taxable years beginning after De- 
cember 31, 1935 and before January 
1, 1940. Any net income (adjusted 
as prescribed in the Act) in any tax- 
able year beginning after December 
31, 1939, in excess of the sum of : (a) 
95 per cent of the four year aver- 
age, (b) 8 per cent of any net capi- 
tal additions (or less 6 per cent of 
any net capital reduction) since the 
incidence of the tax, and (c) a spe- 
cific exemption of $5,000, is regarded 
as subject to the excess profits tax at 
the graduated rates. 


A corporation cannot make its elec- 
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tion intelligently until it has com- 
puted the possible tax under both 
methods. Preparatory to such cal- 
culations the taxpayer should make 
the following determinations in ac- 
cordance with the provisions of the 
Act: 


(a) Excess profits net income for the 
taxable year. 


Two computations must be made as the 
definition of excess profits net income 
under the invested capital method is not 
the same as that under the average income 
method. 


(b) Excess profits net income for tax- 
able years falling within the base period. 


(c) Invested which involves 


computation of: 


capital, 


1. Equity invested capital. 

. Borrowed invested capital. 

. Daily invested capital. 

. Average invested capital. 

. Inadmissible asset adjustment. 


wm Ww DN 


(d) Excess profit credit: 
1. Average income method. 
2. Invested capital method. 


Excess Profits Tax Rates 


The graduated rates of excess 
profits tax are as follows: 


Adjusted excess 


profits net income Rate 
PN, PI sins ca exnssswcuvees see 25% 
NOE RNS a. hos cies otdeinrnee sees 30% 
PEE, | I es oo Sor hetin cow eteres 35% 
BNE Bais. vccsicnartoaiecwners 40% 
i. A ee 45% 
CEE SOs « acicccivicevesestenes 50% 


The adjusted excess profits net in- 
come, to which the above rates apply, 
consists of the “excess profits net in- 
come” minus the sum of the “excess 


profits credit” and the specific exemp- 
tion of $5,000. The term “excess 
profits net income” is described be- 
low, and the term “excess profits 
credit” on a later page. 


Excess Profits Net Income 


The excess profits net income for 
the taxable year is the normal-tax net 
income, as defined by section 13 
(a)(2) of the Internal Revenue 
Code, less certain adjustments spe- 
cified in the Excess Profits Tax 
Act. The adjustments vary accord- 
ing to whether the average income 
method or the invested capital method 
is to be used in the determination of 
the excess profits credit. 


The Report of the Ways and 
Means Committee stated that these 
adjustments are to take care of un- 
usual and non-recurring items, make 
for equity and remove certain hard- 
ships that might otherwise occur. 


Excess Prorits Net INCOME FOR 
THE TAXABLE YEAR 


Average Income Method: If the 
taxpayer elects to compute its excess 
profits tax credit under the average 
income method, the following adjust- 
ments must be made to normal-tax 
net income to determine the excess 
profits net income of any taxable year 
beginning after December 31, 1939: 

(A) Deduct the normal income tax, in- 
clusive of the defense tax, for the taxable 
year (after the allowance of the foreign 
tax credit). The penalty tax on corpora- 
tions improperly accumulating surplus is 
not deductible. 
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(B) Exclude long-term capital gains and 
losses (gains or losses from the sale or 
exchange of capital assets held for more 
than 18 months). Depreciable property is 
not a capital asset, but the excess of gains 
over losses from the sale or exchange of 
such property held for more than 18 months 
must also be excluded. If there is an ex- 
cess of losses over gains from the sale or 
exchange of depreciable property, such 
excess is deductible from ordinary income. 

(C) Exclude income derived from the 
retirement or discharge by the taxpayer of 
any bond, debenture, note, or certificate or 
other evidence of indebtedness, if the obli- 
gation of the taxpayer has been outstand- 
ing for more than 18 months. Where the 
bonds were issued at a premium, the un- 
amortized portion of the premium at the 
redemption date is part of the income to be 
excluded, but the amortization of bond 
premium applicable to the portion of the 
taxable year preceding the retirement may 
not be excluded. 

(D) Exclude income attributable to re- 
fund of tax paid under the Agricultural 
Adjustment Act of 1933, as amended, and 
interest upon any such refund. 

(E) Exclude income attributable to the 
recovery of a bad debt if a deduction for 
such bad debt was allowable for any tax- 
able year beginning prior to January 1, 
1940. 

(F) Deduct 100 per cent of domestic 
dividends received, in lieu of the 85 per 
cent credit allowed in arriving at normal- 
tax net income. Unlike corporations on 
the invested capital plan, foreign dividends 
may not be deducted, but if their receipt 
constitutes an abnormality the taxpayer 
may be entitled to the benefit of the relief 
provision discussed later. 


A credit for foreign taxes is al- 
lowable against the excess profits tax, 
but because of the way the statute is 
worded a tax may in some cases be 
payable on foreign income even 





though the foreign rate of tax is 
higher than the U. S. rate. 

Invested Capital Method: If the 
taxpayer elects to compute its excess 
profits tax credit under the invested 
capital method, the aforementioned 
adjustments must be made to normal- 
tax net income. In addition thereto, 
the taxpayer will find it desirable in 
most cases to elect to include in ex- 
cess profits net income all exempt or 
partially exempt interest on govern- 
ment obligations (including obliga- 
tions of the federal, state or local 
governments), in which case the gov- 
ernment obligations may be treated 
as admissible assets in computing in- 
vested capital, as discussed later. 
This election will not require the in- 
clusion of such interest in normal-tax 
net income for normal-tax purposes. 
Furthermore, the two following ad- 
justments must be made: 

1. The credit for dividends received shall 
apply, without limitation, not only to divi- 
dends on stocks of domestic corporations 
but also to dividends on stocks of foreign 
corporations, except dividends (actual or 
constructive) on stocks of foreign personal 
holding companies. 

2. Since 50 per cent of borrowed capital 
may be included in invested capital the de- 
duction for interest must be reduced by 50 
per cent of the interest on indebtedness 
which is included in borrowed invested 
capital. 

If the taxable year is for a period 
less than twelve months, the excess 
profits net income must be placed on 
an annual basis. 


Net INCOME FOR THE BASE PERIOD 
When a taxpayer elects to de- 

















4 L. R. B. & M. Journal 





termine its excess profits tax credit 
by the use of the average income 
method, certain adjustments must be 
made to normal-tax net income for 
the taxable years falling within the 
base period. That period includes the 
taxable years beginning after Decem- 
ber 31, 1935, and before January 1, 
1940. 

Before making such adjustments 
the normal-tax net income for the va- 
rious taxable years in the base pe- 
riod is to be computed under the law 
applicable to each year, subject to 
the modification that retroactive ef- 
fect is to be given to the present pro- 
visions of the Internal Revenue 
Code under which worthless securi- 
ties are to be treated as capital losses, 
(long-term if held more than eighteen 
months; otherwise, short-term). 

If, in any taxable year beginning 
after December 31, 1939, a corpora- 
tion’s short-term capital losses exceed 
its short-term capital gains, such ex- 
cess may be carried forward to the 
succeeding year. As this “carry- 
over” provision is usually effective 
only for taxable years beginning 
after December 31, 1940, it will be 
necessary to make two different com- 
putations of the base period net in- 
come in cases involving such “carry- 
over.” 


One computation of the base period 
net income will (a) exclude any such 
carry-over, and the other computa- 
tion will (b) include any such carry- 
over, so as to place the average net 
income of the base period on a basis 


comparable, respectively, with (a) 
net income of the first taxable year 
beginning after December 31, 1939 
(in which no benefit would be had of 
such a carry-over), and (b) the net 
income of taxable years beginning 
after December 31, 1940 (when 
benefit may be had of such a carry- 
over). 


Adjustments (A), (B), (C) and 
(F), aforementioned as being applic- 
able in the determination of excess 
profits tax net income for taxable 
years beginning after December 31, 
1939, are also applicable in the de- 
termination of net income for the 
base period except that the surtax on 
undistributed profits is included in ad- 
justment (A). The following addi- 
tional adjustments must also be 
made: 


(D) If the taxpayer retires bonds, etc., 
outstanding for more than 18 months’ net 
income is not reduced for losses and ex- 
penses connected with such retirement, nor 
for any unamortized discount at the date 
of retirement. 


(E) No reduction is made for losses 
arising from casualties or thefts or from 
demolition, abandonment or loss of useful 
value of property, not compensated for 
by insurance or otherwise. 


(F) Repayment of processing taxes to 
vendees may be excluded from the deduc- 
tions to the extent that they exceed the 
amount collected from vendees and not paid 
to the Government. The language of the 
Act regarding this adjustment is very con- 
fused but the foregoing appears to be its 
possible intent. 


(G) Deductions attributable to claims, 
judgments, etc. (including interest thereon) 
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against the taxpayer may be eliminated if 
abnormal. 

(H) Intangible drilling and develop- 
ment costs in the case of oil or gas wells 
and development costs in the case of 
mines may be eliminated from the deduc- 
tions if abnormal. 


If a corporation was in existence 
for only a part of the 48 months of 
the base period, it may elect to com- 
pute its excess profits credit under 
either the income method or the in- 
vested capital method. If it chooses 
the income method, it will be entitled, 
for each taxable year of 12 months 
during which it was not in existence, 
to a constructive excess profits net in- 
come of 8 per cent of its invested 
capital for the first day of its first 
taxable year beginning after Decem- 
ber 31, 1939. Such invested capital 
is to be determined, however, after 
reduction by the ratio of inadmissible 
assets effective in reduction of the 
average invested capital of the pre- 
ceding taxable year. Where there is 
a remainder of less than 12 months 
of the base period during which the 
corporation was not in existence, the 
amount of constructive net income 
determined for a full year is to be 
prorated according to the number of 
days in the short period. 

If a corporation was not in ex- 
istence during any part of the base 
period, or if it fails to file its return 
when due, its excess profits credit is 
to be determined by the invested capi- 
tal method. 


Reorganizations and Other Tax- 
Free Exchanges.—In the event there 


CT 


have been exchanges between corpo- 
rations in the form of nontaxable 
reorganizations or liquidations dur- 
ing any of the years falling within 
the base period, adjustments other 
than those already mentioned above 
must be made to determine the ex- 
cess profits credit under the income 
method. These additional adjust- 
ments, which are covered in Supple- 
ment A, are so technical and involved 
that space will not permit a discus- 
sion of them in this article. In gen- 
eral, however, they permit a corpora- 
tion to include in its base period in- 
come, the base period income of its 
transferor corporations (termed in 
the Act “component” corporations). 

The application of the various ad- 
justments, though perhaps not diffi- 
cult in principle, will frequently en- 
tail considerable research and verifi- 
cation to ensure that all of the requi- 
site provisions and limitations are 
properly observed. It may prove ad- 
visable, when a tax-free transaction 
has occurred during the base period 
for the taxpayer to elect the invested 
capital method rather than the aver- 
age income method. Generally the 
determination of invested capital in 
such cases is not nearly as compli- 
cated as the determination of net in- 
come for the base period. 


Invested Capital 


Invested capital is a statutory con- 
cept; therefore, we must look to the 
Act to ascertain of what it is com- 
posed. The Act prescribes the man- 
ner in which the following elements 
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entering into the determination of in- 
vested capital shall be computed: 


1. Equity Invested Capital. 

2. Borrowed Invested Capital. 

3. Daily Invested Capital. 

4. Average Invested Capital. 

5. Inadmissible Asset Adjustment. 


The Act provides that a daily com- 
putation is to be made of items 1 
and 2 to arrive at 3, and states that 
“The average invested capital for any 
taxable year shall be the aggregate of 
the daily invested capital for each day 
of such taxable year, divided by the 
number of days in such taxable 
year.” It is to be presumed that, in 
preparing the form of return, the 
Treasury will not require a separate 
amount to be shown for each day of 
the year for items 1, 2, 3 and 5, re- 
spectively, but will seek to have the 
data so set forth as to indicate 
changes taking place during the tax- 
able year, and the number of days 
for which effective, in somewhat the 
same manner as was done under the 
1918 and 1921 Acts. However, the 
more complex basis now provided for 
the determination of invested capital 
will, at best, require in many cases 
an enormous amount of compilation 
and computation. 

The Act provides that, “if the 
Commissioner finds that in any case 
the determination of invested capi- 
tal, on a basis other than a daily 
basis, will produce an invested capi- 
tal differing by not more than $1,000 
from an invested capital determined 
on a daily basis, he may . . . pro- 


vide for such determination on such 
other basis.” Obviously this pro- 
vision will afford no relief to a 
taxpayer, since the daily computa- 
tions must be made before it can be 
ascertained whether any other com- 
putation of invested capital will not 
differ from it by more than $1,000. 


Eguity INVESTED CAPITAL 


This is ordinarily the principal 
component part of invested capital. 
Equity invested capital is made up 
of the following items as of the be- 
ginning of the taxable year: 


(1) Money paid in for stock or as 
paid-in surplus, or as a contri- 
bution of capital ; 

(2) Property paid in for stock, or 
as paid-in surplus, or as a con- 
tribution of capital ; 

(3) Taxable stock dividends ; 

(4) Accumulated earnings and prof- 
its. 


From the sum of these there must 
be deducted certain items which will 
be discussed after first considering 
the foregoing. 

Money paid in: Generally speak- 
ing, any money in the nature of cap- 
ital paid into a corporation which is 
at the risk of the business, as dis- 
tinguished from a loan, is allowable 
as a part of equity invested capital. 

Property paid in: This provision 
is broader than similar provisions in 
prior excess profits tax acts. Tan- 
gible and intangible assets are treated 
alike. There is no limitation on the 
amount allowable for intangibles as 
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the entire value thereof is includible 
in invested capital whether paid in 
for stock, as paid-in surplus, or as a 
contribution of capital. Taxpayers 
should not attempt to rely on any 
starting base for invested capital 
which has been determined under 
prior laws. In some cases, particu- 
larly where intangibles are involved, 
it will be found that invested capital 
under the present law may be 
greater than it was under the prior 
excess profits tax laws. 

The Act provides that the “prop- 
erty shall be included in an amount 
equal to its basis (unadjusted) for 
determining loss upon sale or ex- 
change.” This means that ordinarily 
the fair market value of the property 
on the date paid in is to be used. 
Book figures are not controlling 
either for or against the taxpayer. 
In many cases it will be found that 
book figures differ from statutory 
invested capital. 

Taxable stock dividends: These 
are distributions in the form of cap- 
ital stock which, for the purposes of 
this tax, are considered to be out of 
the earnings and profits of a corpo- 
ration accumulated prior to the be- 
ginning of the taxable year. They 
are to be contrasted with other stock 
dividends, such as a distribution of 
common stock to common stockhold- 
ers, which are not considered to ef- 
fect any distribution of earnings and 
profits and merely change the num- 
ber of outstanding shares. 

The theory, as expressed in the 
Report of the House Ways and 


Means Committee, is that these so- 
called “taxable stock dividends” are 
“included in invested capital because 
they represent, in effect, a reinvest- 
ment of earnings in the business.” 
Actually the earnings and profits they 
represent do not leave the business 
and whether a taxable stock dividend 
is treated as a reduction of earned 
surplus and an increase of capital 
paid in for stock, or as effecting no 
reduction of earned surplus and no 
increase of capital paid in, is not ma- 
terial for the purpose of determining 
invested capital. 

Surplus: The accumulated earn- 
ings and profits as of the beginning 
of the taxable year are also a part of 
equity invested capital. One might 
think that book surplus would set 
forth this figure, but experience will 
show that it rarely does. A careful 
study will have to be made to deter- 
mine the various adjustments re- 
quired to be made to book surplus. 
Adjustments will have to be made for 
such items as non-deductible reserves, 
write-downs and write-ups, realiza- 
tion of appreciation, etc. 

Distributions: Reductions are to 
be made in the equity invested capi- 
tal for 

(1) Distributions made prior to 
the taxable year “which were not out 
of accumulated earnings and profits” ; 
and 

(2) Distributions made during the 
taxable year “which are not out of 
the earnings and profits of such tax- 
able year.” 

The Act provides, as to any tax- 
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able year beginning after December 
31, 1940, if a dividend is paid during 
the first sixty days of the taxable 
year and does not exceed the accumu- 
lated earnings at the beginning of the 
taxable year, it is to be considered 
as having been paid on the last day 
of the preceding taxable year. 

For the purpose of determining the 
character of dividends paid during 
the taxable year, the Act provides 
that “earnings and profits shall be 
computed as of the close of such tax- 
able year without diminution by rea- 
son of any distribution made during 
such taxable year or by reason of 
the excess profits tax for such year 
and the determination shall be made 
without regard to the earnings and 
profits at the time the distribution 
was made.” Adjustments will have 
to be made for federal and other 
taxes except those covered by the ex- 
cess profits tax act. 


BorRROWED INVESTED CAPITAL 

Like equity invested capital, bor- 
rowed invested capital must be com- 
puted on a daily basis. As borrow- 
ings will probably vary throughout 
the year, this will in some cases re- 
quire a rather voluminous schedule. 
Borrowed capital is defined as fol- 
lows: 

(1) The amount of the outstanding in- 
debtedness (not including interest, and 
not including indebtedness relating to cer- 
tain exchanges) of the taxpayer which is 
evidenced by a bond, note, bill of exchange, 


debenture, certificate of indebtedness, mort- 
gage, or deed of trust, ... 


The Act also regards certain ad- 


vances received on contracts with 
foreign governments as borrowed 
capital. Such advances must meet 
the following conditions: 

(2) In the case of a taxpayer having a 
contract (made before the expiration of 30 
days after the date of the enactment of 
the Second Revenue Act of 1940) with a 
foreign government to furnish articles, ma- 
terials, or supplies to such foreign govern- 
ment, if such contract provides for ad- 
vance payment and for repayment by the 
vendor of any part of such advance pay- 
ment upon cancellation of the contract by 
such foreign government, the amount 
which would be required to be so repaid if 
cancellation occurred at the beginning of 
such day, but no amount shall be consid- 
ered as borrowed capital under this para- 
graph which has been includible in gross 
income. 


How the amount to be “so repaid” 
on any given day is to be determined 
will depend in most cases on the 
terms of the contract. 

Under the Act the daily borrowed 
invested capital is limited to 50 per 
cent of the borrowed capital. 


Datty INVESTED CAPITAL 


This is a simple computation as 
daily invested capital is merely a to- 
tal of daily equity invested capital 
and daily borrowed invested capital. 


AVERAGE INVESTED CAPITAL 


This is also a simple computation 
because it is the total of the daily in- 
vested capital computations for the 
taxable year, divided by the number 
of days in the taxable year. 


INADMISSIBLE ASSET ADJUSTMENT 


In general, “inadmissible” assets 
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consist of securities, the income from 
which is exempt from the excess 
profits tax. Certain of these “‘inad- 
missibles” may be transferred to the 
class of admissible assets, commonly 
called “admissibles,” provided the 
otherwise exempt income is included 
in normal-tax income for the pur- 
pose only of computing the excess 
profits tax. The percentage by which 
the average yearly invested capital 
must be reduced by inadmissibles is 
the ratio between the total inadmis- 
sibles and the total of both the ad- 
missibles and inadmissibles, also av- 
eraged yearly. 

The deduction for inadmissible as- 
sets is the final step in the determina- 
tion of invested capital. 


CONSOLIDATED INVESTED CAPITAL 


When a group of affiliated corpo- 
rations elects to file a consolidated re- 
turn, the consolidated invested capital 
is to be determined in accordance 
with regulations prescribed by the 
Commissioner of Internal Revenue 
with the approval of the Secretary of 
the Treasury. These regulations 
have not yet been issued. 


Tax FREE REORGANIZATIONS 


Brief mention has been made of 
special provisions relating to the de- 
termination of the excess profit net 
income for the base period in cases 
where tax free reorganizations have 
taken place. There are also special 
provisions relating to the computation 
of invested capital in such cases. 
Aside from the requirement that the 


transferee must use the basis of the 
transferor, and the adjustments 
which must be made in cases of tax 
free liquidations, the general pro- 
visions discussed above, apply in the 
determination of invested capital 
where tax free reorganizations are 
involved. 

There are also special provisions 
for the computation of borrowed in- 
vested capital where tax free reor- 
ganizations are involved. 

All reorganization cases will need 
to be given careful study as the pro- 
visions of the Act relating to them 
are highly complicated and involved. 
By attempting to anticipate every pos- 
sible case that might arise, Congress 
has probably created hardships for 
some taxpayers and benefits for some 
others. The hardship cases will fall 
under the relief provisions, and those 
taxpayers getting benefits will be un- 
disturbed until the Act is amended. 


Excess Profits Credit 


After having determined (1) the 
excess profits net income for the tax- 
able year, (2) the excess profits net 
income for the taxable years falling 
within the base period, and (3) the 
invested capital for the taxable year, 
the taxpayer can then compute the 
alternative excess profits credits and 
decide which credit it will elect. 

In the case of taxpayers with nor- 
mal-tax net income of not more than 
$25,000 for the taxable year, the ex- 
cess profits credit for such year in- 
cludes a carry-over of any amount by 
which the excess profits credit for the 

















10 L. R. B. & M. Journal 





preceding year (if beginning after 
December 31, 1939) exceeded the ex- 
cess profits net income for such pre- 
ceding year. 


CrepDiT BASED ON AVERAGE INCOME 

This credit is made up of: (1) 95 
per cent of the average excess profits 
net income for the base period, (2) 
plus 8 per cent of net capital addi- 
tions, or (3) minus 6 per cent of 
net capital reductions, and (4) a spe- 
cific exemption of $5,000. The capi- 
tal additions or reductions refer only 
to such additions or reductions in 
capital as occur after the beginning 
of the taxpayer’s first excess profits 
taxable year. 

The Act defines in some detail aver- 
age base period net income, net capi- 
tal additions and net capital reduc- 
tions. 


CREDIT BASED ON INVESTED CAPITAL 


This credit is an amount equal to 
8 per cent of the average invested 
capital for the taxable year plus a 
specific exemption of $5,000. The 
specific exemption, it will be noted, 
is the same whichever method of 
computing the excess profits credit is 
followed. 


Foreign Corporations 

In the case of foreign corporations 
the invested capital is computed dif- 
ferently from domestic corporations. 
The daily invested capital is the ag- 
grevate of the adjusted basis of each 
United States asset held by the for- 
eign corporation on the beginning of 
each day. The term “United States 


assets,” generally speaking, means 
assets held by the taxpayer in the 
United States. In the determination 
of inadmissible assets only assets held 
in the United States are to be con- 
sidered. Special provision is made 
for cases in which the Commissioner 
determines that the United States 
assets of a foreign corporation can- 
not satisfactorily be segregated from 
its other assets. In such instances, 


. the invested capital for the taxable 
year shall be an amount which is the same 
percentage of the aggregate of the adjusted 
basis of all assets held by the taxpayer as 
of the end of the last day of the taxable 
year which the net income for the taxable 
year from sources within the United States 
is of the total net income of the taxpayer 
for such year. 


If a foreign corporation can meet 
the following conditions it may elect 
to use the excess profits credit based 
on either income or invested capital: 


. a foreign corporation engaged in 
trade or business within the United States 
or having an office or place of business 
therein, the first taxable year of which 
under this subchapter begins on any date 
in 1940, which was in existence on the day 
forty-eight months prior to such date and 
which at any time during each of the tax- 
able years in such forty-eight months was 
engaged in trade or business within the 
United States or had an office or place of 
business therein. 


All other foreign corporations must 
compute the credit by the use of in- 
vested capital. 


Foreign corporations are not ex- 
cludes a carry-over of any amount by 
provisions which are next discussed. 
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Abnormalities in Income and 
Invested Capital 

In its initial report on the present 
Act the Ways and Means Committee 
announced that special relief provi- 
sions similar to the special assess- 
ment provisions of the 1918 and 1921 
laws were not necessary because of 
the basis on which the new law was 
to be framed. It, therefore, proposed 
to grant special relief only where the 
Commissioner would he unable to de- 
termine a taxpayer’s equity invested 
capital for the first excess profits tax 
year. The Act as finally passed re- 
tains substantially the House pro- 
vision, to the effect that where the 
Commissioner is unable to determine 
the equity invested capital, the 
equity invested capital as of the be- 
ginning of the first excess-profits 
tax taxable year is considered to be 
the aggregate of the adjusted basis 
of the assets held by the taxpayer at 
such time, less outstanding indebted- 
ness. 

After the hearings before the 
House Ways and Means Committee 
and the Senate Finance Committee, 
it was found impossible to draft an 
excess profits tax law without some 
safety valve to take care of excep- 
tional cases. The result is two sepa- 
rate provisions as to abnormalities. 

Under one provision certain special 
classes of income creating abnormali- 
ties in the income of the taxable year 
are dealt with. Such income abnor- 
malities are as follows: 


(a) Arising out of a claim, award, 


judgment, or decree, or interest on any of 


the foregoing; or 

(b) Constituting an amount payable 
under a contract the performance of which 
required more than 12 months; or 

(c) Resulting from exploration, discov- 
ery, prospecting, research, or development 
of tangible property, patents, formulae, or 
processes, or any combination of the fore- 
going, extending over a period of more 
than 12 months; or 

(d) Includible in gross income for the 
taxable year rather than for a different 
taxable year by reason of a change in the 
taxpayer’s accounting period or method of 
accounting; or 

(e) In the case of a lessor of real prop- 
erty, amounts included in gross income for 
the taxable year by reason of the termina- 
tion of the lease; or 

(£) Dividends on stock of foreign cor- 
porations, except foreign personal holding 
companies, 


If it is abnormal for the taxpayer 
to derive income from one of the 
above classes or, if the taxpayer nor- 
mally derives income of such class, 
but the amount of it in the tax- 
able year is grossly disproportion- 
ate to the income of the same class 
in the four previous years, then a 
portion of such item is to be allo- 
cated to the past or future years 
to which it is attributable. The por- 
tion attributable to a future year is 
taxable in the future year. The ex- 
cess profits tax for the current year 
cannot exceed the excess profits tax 
that would be payable on the portion 
of such item allocated to the current 
year plus the excess profits tax that 
would have been payable in the prior 
years upon the portion allocated to 
such prior years. The portion allo- 
cated to a taxable year beginning be- 
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fore January 1, 1940 will not, how- 
ever, be subjected to excess profits 
tax. 

The second provision as to abnor- 
malities gives the Commissioner au- 
thority to adjust any abnormalities 
affecting either income or capital and 
makes his decision subject to review 
by the U. S. Board of Tax Appeals. 
This provision is, of course, a much 
broader relief provision than the spe- 
cial assessment sections, as contained 
in the 1918 and 1921 Acts. It not 
only does not limit the scope or appli- 
cation of the abnormalities, but also 
makes the determination of the Com- 
missioner subject to review, both of 
which conditions are strikingly dif- 
ferent from the earlier Acts. It is 
believed that this provision, which is 
a marvel of simplicity compared to 
many other sections of the Act, is 
perhaps one of the most important in 
the Act in that it gives the Commis- 
sioner almost unlimited authority to 
correct inequities. However the 
Conference report states (page 52) : 

It is understood that the Treasury and 
members of the staff of the Joint Commit- 
tee on Internal Revenue Taxation will give 
further study to the entire problem cov- 
ered by this section and will report to the 
appropriate committees on the subject as 
soon as possible. 

Exempt Corporations 

Every corporation, both domestic 
and foreign, is subject to the Act, 
with the following exceptions (sec- 
tion references relate to the Internal 
Revenue Code) : 


(a) Corporations exempt under section 
101, 


(b) Foreign personal-holding companies 
as defined in section 331, 

(c) Mutual investment companies as de- 
fined in section 361, 


(d) Investment companies which, under 
the Investment Company Act of 1940, are 
registered as diversified companies at all 
times during the taxable year,* 

(e) Personal-holding companies as de- 
fined in section 501, 


(f) Foreign corporations not engaged in 
trade or business within the United States 
and not having an office or place of busi- 
ness therein, 


(g) Any domestic corporation which 
meets the two following conditions: 


(1) 95 per cent or more of its gross 
income for the three-year period imme- 
diately preceding the close of the taxable 
year (or for such part of such period 
during which the corporation was in ex- 
istence) was derived from sources out- 
side the United States; and 


(2) 50 per cent or more of its gross 
income for such period or such part 
thereof was derived from the active con- 
duct of a trade or business. 


(h) Any corporation subject to the pro- 
visions of Title IV of the Civil Aeronautics 
Act of 1938, in the gross income of which 
for any taxable year beginning after De- 
cember 31, 1939, there is includible air mail 
compensation received from the United 
States if, after excluding such compensa- 
tion, its adjusted excess profits net income 
for such year is zero or less. 


(i) Domestic corporations to the extent 
that net income is derived from mining 
tungsten, quicksilver, manganese, platinum, 
antimony, chromite or tin within the 
United States. If there is income from 
other sources, that income is subject to 
the tax in the manner prescribed by sec- 
tion 731. 





* Section 727(d) provides that if a company is 
registered before July 1, 1941, it shall con- 


sidered as so registered at all times prior to the 
date of such registration. 
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(j) Personal service corporations (as 
defined in the Act) which elect to have 
their income taxed to their shareholders. 


Personal Service Corporations 


A personal service corporation is 
exempt from the excess profits tax if 
the shareholders at the end of the 
taxable year report the net income of 
such a corporation for taxation to 
them. Withholding and a payment of 
the tax in behalf of its shareholders 
is required of the personal service 
corporation in the case of sharehold- 
ers who are nonresident aliens or 
nonresident foreign corporations. 

A personal service corporation is 


defined as 


. a corporation whose income is to be 
ascribed primarily to the activities of share- 
holders who are regularly engaged in the 
active conduct of the affairs of the cor- 
poration and are the owners at all times 
during the taxable year of at least 70 per 
centum in value of each class of stock of 
the corporation, and in which capital is 
not a material income-producing factor; 


The personal service corporation 
classification does not include 


. . any foreign corporation, nor any 
corporation 50 per centum or more of 
whose gross income consists of gains, prof- 
its, or income derived from trading as a 
principal. 


In determining whether or not the 
70 per centum stock ownership re- 
quirement above quoted is met, 


. an individual shall be considered as 
owning, at any time, the stock owned at 
such time by his spouse or minor child or 
by any guardian or trustee representing 
them, 





When the activities of a corpora- 
tion are to a large extent of a per- 
sonal service nature, but the techni- 
cal requirements of the above defi- 
nition are not met, it would appear 
that the Treasury should apply the 
relief provisions of the Act. 


Corporations Completing Contracts 
Under Merchant Marine Act of 1936 

If the Maritime Commission cer- 
tifies that a taxpayer has completed 
within the taxable year any contracts 
or subcontracts which are subject to 
section 505(b) of the Merchant Ma- 
rine Act of 1936, then the taxpayer 
makes computations under sections 
710 and 726 of the Excess Profits 
Tax Act, and pays the smaller tax 
resulting from these two computa- 
tions. This special treatment has 
been accorded such taxpayers because 
the profit limitation provisions under 
the Maritime Act have been retained 
for uncompleted contracts. The Ex- 
cess Profits Tax Act suspends such 
limitations on certain subcontracts en- 
tered into in any taxable year in 
which the excess profits tax is applic- 
able. 


Returns 


All corporations with excess profits 
net income in excess of $5,000 must 
file returns. The returns are due to 
be filed on the date that normal in- 
come returns are due, It is antici- 
pated that extensions will have to be 
granted as it will be impossible for 
many taxpayers to complete their de- 
termination of invested capital by the 
time returns are due to be filed. 
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Consolidated Returns 


An affiliated group of corporations 
may elect to file a consolidated re- 
turn. By filing such a return the 
group consents to consolidated regu- 
lations which are to be issued under 
the Act. Only one specific exemption 
of $5,000 is allowed the group. 

An “affiliated group” is defined as 
follows: 


. one or more chains of includible 
corporations connected through stock own- 
ership with a common parent corporation 
which is an includible corporation if— 


(1) At least 95 per centum of each 
class of the stock of each of the includi- 
ble corporations (except the common 
parent corporation) is owned directly by 
one or more of the other includible cor- 
porations; and 


(2) The common parent corporation 
owns directly at least 95 per centum of 
each class of the stock of at least one of 
the other includible corporations. 

As used in this subsection, the term 
‘stock’ does not include nonvoting stock 
which is limited and preferred as to divi- 
dends. 

The foregoing definition is practi- 
cally the same as that which appeared 
in an earlier law, except that the 
phrase “each class” has been added. 
This change means that if a corpora- 
tion owns all of the common stock 
of another corporation and does not 
own 95 per centum of the voting pre- 
ferred stock, even though it may in 
fact own over 99 per centum of the 
total of the common and preferred 
stock outstanding, a consolidated re- 
turn may not be filed. Such a con- 
dition may arise where there is only 
a small amount of preferred stock 


outstanding as compared with a large 
amount of common stock. There ap- 
pears to be no sound reason for in- 
serting the phrase “each class.” Ex- 
perience will show that it will result 
in some gross discrimination. 


An “includible corporation” means 
any corporation except: 

(1) Corporations exempt from the ex- 
cess profits tax. 

(2) Foreign corporations. 


(3) Corporations organized under the 
China Trade Act, 1922. 


(4) Corporations entitled to the benefits 
of section 251 of the Internal Revenue 
Code, by reason of receiving a large per- 
centage of their income from possessions 
of the United States, 


(5) Personal service corporations. 

(6) Insurance companies subject to taxa- 
tion under section 201, 204, or 207 of the 
Internal Revenue Code.* 

A foreign corporation may be in- 
cluded in the consolidated return if 
100 per cent of its capital stock (ex- 
clusive of directors’ qualifying 
shares) is owned or controlled, di- 
rectly or indirectly by a domestic cor- 
poration, and if such foreign corpo- 
ration was organized under the laws 
of a contiguous foreign country and 
is maintained solely for the purpose 
of complying with the laws of such 
country as to title and operation of 
property. 

It is important that before an af- 
filiated group decide to file a consoli- 

(Continued on page 36) 


*It is provided, however, that “two or more 
domestic insurance companies each of which is 
subject to taxation under the same section of 
Chapter 1 shall be considered as includible cor- 
porations for the purpose of the affiliation of 
such insurance companies alone.” 
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Amortization of Emergency Facilities 


By WALLACE C. MAGATHAN 
(Washington Office) 


Certain provisions of the Second 
Revenue Act of 1940 are intended to 
speed the national defense by setting 
up a plan for amortization of new 
emergency facilities (in lieu of nor- 
mal depreciation allowances) and by 
suspending the profit limiting pro- 
visions of the Vinson-Trammell Act 
and of the Merchant Marine Act of 
1936. 


The amortization provisions are in 
the form of an amendment of the In- 
ternal Revenue Code which sets forth 
the method of determination of the 
deduction. The Advisory Commission 
to the Council of National Defense 
advised Congress that the substan- 
tial investments of private capital re- 
quired for the construction of needed 
national defense facilities would not 
be forthcoming unless corporations 
could be assured that they would be 
permitted to amortize the cost thereof 
over a shorter period than would be 
possible under the provisions of the 
Internal Revenue Code as to depre- 
ciation. This assurance was required 
because of the possibility that the fa- 
cilities would be of use for the most 
part only during the period of the 
national emergency and it was uncer- 
tain how long the emergency might 
continue. 


The amortization provisions have 
been framed around the following 





methods of procuring new defense 
facilities as described by a member 
of the Advisory Commission to the 
Council of National Defense in hear- 
ings before the Senate Finance Com- 
mittee : 


Pian J.—PrIvATE OWNERSHIP WITH No 
GOVERNMENT INTEREST. 


Purpose: When manufacturer desires to 
own the facilities at all times and does not 
include in the product price an abnormal 
amount for depreciation or amortization. 

Financing: Private, including Recon- 
struction Finance Corporation loans. 

Title: Vested in manufacturer. 

Methods of operation: By manufacturer 
in the normal way. 

Reimbursement: None other than by 
way of normal depreciation. 

Amortization: Certified for tax purposes 
as needed for national defense. 

Termination: No protection for contrac- 
tor. 

Provision for subsequent use by manu- 
facturer: Continued use by the contractor. 


PLAN II.—PrivaTE OWNERSHIP WITH Gov- 
ERNMENT INTEREST. 


Purpose: For plants in which the manu- 
facturer desires to preserve a future in- 
terest. 

Financing: Private, including Recon- 
struction Finance Corporation loan. 

Title: Vested in the manufacturer. 

Method of operation: By manufacturer. 

Reimbursement: Cost to be repaid to 
manufacturer in five equal annual install- 
ments. Payments to be subject to accelera- 
tion if supply contracts run out. 

Amortization: Certified for tax pur- 
poses as required for national defense. 
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Termination: At end of 5-year period 
or earlier termination of the emergency, 
the manufacturer may continue to use the 
facilities if he pays to the Government the 
then fair value thereof as determined by 
arbitrators; otherwise contractor transfers 
title to the new facilities to the Govern- 
ment. 

Provision for subsequent use by manu- 
facturer: No right to use unless payment 
made as set forth under heading “Termina- 
tion” above. 


Pian II].—GovERNMENT OWNERSHIP. 

Purpose: For plant in which Govern- 
ment desires to have permanent interest or 
in which the manufacturer has no future 
interest. 

Financing: Government funds, either 
Reconstruction Finance Corporation, De- 
fense Corporation, Army or Navy. 

Title: Vested in the Government. 

Method of operation: Leased to the 
manufacturer. 

Reimbursement: 
ernment owned). 


Not applicable (Gov- 


Amortization for tax purposes: Not ap- 
plicable (Government owned). 
Termination: Government will take 


over facilities whenever lease terminates. 
Provision for subsequent use by manu- 
facturer: None. 


DESIGN OF FACILITIES AND SUPERVISION 
OF THEIR CONSTRUCTION. 


To insure proper facilities for the work 
and expedite placing such facilities in pro- 
duction, the manufacturer should super- 
vise their design and construction, even in 
case plan III is followed. In connection 
with plans II and III, the Government de- 
partments concerned should review the 
building plans and the cost estimates to 
determine whether the facilities proposed 
and the cost of the same are reasonable 
for the purpose prior to any commitments. 


CoMBINATION OF PLANS 


Machinery, for instance, may be Govern- 


ment furnished by plan III, while the plant 
may be provided by plans I or II should 
this be desired. 


It is to be noted that amortization 
is indicated as generally allowable 
only with respect to Plans I and II, 
although the Committee also states 
that there may be variations of these 
methods and, therefore, the law does 
not attempt to cover all cases with a 
rigidly uniform statutory rule. These 
plans and amortization thereunder 
are discussed below in connection 
with the provisions of the Act. 


THE AMORTIZATION DEDUCTION 


The new amortization deduction is 
limited to corporations. 
able only if the corporation elects to 
take it, and only with respect to 
emergency facilities. The amortiza- 
tion period is sixty months, unless 
sooner terminated in accordance with 
other special provisions hereinafter 
referred to. The deduction is allow- 
able for both income and excess 
profits tax purposes. 


It is allow- 


EMERGENCY FACILITIES 


An “emergency facility” is defined 
as any facility, land, building, ma- 
chinery, or equipment, or part 
thereof, the construction, reconstruc- 
tion, erection, or installation of which 
was completed after June 10, 1940, 
or which was acquired after such 
date, and with respect to which a 
certificate of the kind hereinafter de- 
scribed has been made. The Confer- 


ence Report to the House states that 
this definition includes any facility 
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which meets the required conditions, 
including land, buildings, machinery 
or equipment. Dry docks, channels, 
airports and similar facilities are spe- 
cially mentioned as being included in 
the definition. 

“Parts” of the “facilities” are also 
included. This means that if a cor- 
poration adds to, reconstructs, erects 
or installs additions to existing plant 
and equipment, the cost of such ad- 
ditions or other changes may come 
within the amortization provisions. 

To come within the definition of 
an emergency facility two require- 
ments must be met. The first is that 
the facility or part thereof must have 
been acquired or completed after 
June 10, 1940. The second is that 
a timely certificate, as described later 
herein, must be obtained with respect 
to the emergency facility. 

Plant and equipment existing prior 
to June 10, 1940 does not meet the 
first requirement, and therefore is not 
subject to amortization. Additions 
thereto after June 10, 1940, or new 
plant begun before that date but com- 
pleted thereafter, are in whole or in 
part subject to amortization. 

Unfortunately, the report of the 
House Ways and Means Committee 
used some rather confusing language 
regarding this provision of the Act. 
Analysis of the pertinent provisions 
indicates that the certificate in the 
case of such a facility should cover 
both that part prior to June 10, 1940, 
as well as that part after that date. 
Otherwise, in the cases of construc- 
tion, reconstruction, erection, or in- 


stallation, which are all continuing 
operations through a period of time 
as contrasted with acquisition, which 
takes place at a given point of time, 
the results might be rather absurd. 
Part of the walls of a building might 
be subject to depreciation while the 
remainder of the building would be 
subject to amortization. A reason- 
able interpretation would be one that 
makes the language as to certificates 
conform to the definition of an emer- 
gency facility. 

In any event, it is a mixed ques- 
tion of law and fact whether facili- 
ties or parts thereof were acquired or 
completed prior to June 10, 1940. 
It may well be that no matter what 
the state of the facility under con- 
struction, reconstruction, erection, or 
installation on June 10, 1940, might 
have been, it was not an “emergency 
facility” within the meaning of the 
law until completed. For example, 
if such work was done for the tax- 
payer under a contract with a builder 
or supplier, by the terms of which 
title did not pass to the taxpayer until 
completed and accepted, would not 
such facility have been “acquired” 
when completed and accepted, even 
if it had been under construction by 
the contractor prior to June 10, 
1940? 


Property not falling within the 
definition is, of course, subject to the 
ordinary depreciation allowance (for 
exhaustion, wear and tear, including 
obsolescence) and deduction for loss 
of useful value provided under the 
Internal Revenue Code. 


Such ordi- 
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nary deductions are briefly discussed 
below in connection with this problem 
of emergency and non-emergency fa- 
cilities used on national defense con- 
tracts. 

The second of the two require- 
ments mentioned above is that there 
must be a certificate in which the Ad- 
visory Commission to the Council of 
National Defense and either the 
Secretary of War or the Secretary 
of the Navy certify that the facility 
is necessary in the interest of national 
defense during the emergency period. 
The certificate must be made either 
(1) before the date of acquisition 
or the beginning of construction, re- 
construction, erection, or installation, 
or (2) within 120 days after the date 
of enactment of the Act, whichever 
date is the later. February 5, 1941 
will be the last day of the 120 day 
period. 

It is, therefore, most important 
that any corporation wishing to re- 
ceive the benefits of this special 
amortization provision secure such 
certificate. In view of the limitation 
as to the date of the certificate and 
the possible delays in Washington in 
issuing the certificate, taxpayers 
should request the certificates with- 
out delay, and should carefully follow 
up their requests until the certificate 
has been issued. Furthermore, since 
a given certificate covers only a spe- 
cific facility or part thereof and 
amortization is thus limited to such 
specific facility or part, if any capi- 
tal additions are made to such fa- 
cility for the carrying out of a con- 


tract, a certificate covering such ad- 
dition must likewise be secured 
within the specific time limit. 


EMERGENCY PERIOD 


The term “emergency period” is 
defined as the period beginning June 
10, 1940, and ending on the date on 
which the President proclaims that 
the utilization of a substantial por- 
tion of the emergency facilities, with 
respect to which the certifications 
above described have been made, is 
no longer required in the interest of 
national defense. The proclamation 
will, of course, be one of nation wide 
application rather than confined to 
any particular facility or group of 
facilities. 

ELECTION OF AMORTIZATION 


The taxpayer has an _ election 
whether to take the special amortiza- 
tion deduction or whether to take 
ordinary depreciation. A new elec- 
tion is provided in the event of a 
proclamation by the President termi- 
nating the emergency, or the issuance 
of a certificate by the Secretary of 
War or the Secretary of the Navy 
during the emergency period that 
such facility is no longer necessary 
in the interests of the national de- 
fense. 

The first election may be made 
only by a statement on a return, 
showing the taxpayer’s decision to 
take amortization in lieu of deprecia- 
tion. If the taxpayer elects to start 


the sixty-month amortization period 
with the month following that in 
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which the facility was completed or 
acquired, then the statement as to 
election above referred to, plus a 
statement as to beginning the deduc- 
tion with the month following that 
in which the facility was completed 
or acquired, must be made on the re- 
turn for the taxable year in which 
the facility was completed or ac- 
quired. If the taxpayer elects to begin 
the sixty-month period with the suc- 
ceeding taxable year, then the election 
both as to the taking of the deduction 
and the time of beginning the deduc- 
tion must be made by a statement to 
that effect on the return for such 
succeeding taxable year. In such 
case depreciation will be allowed for 
the period in the preceding year after 
such facility was completed or ac- 
quired. 


The later new election will be dis- 
cussed below in connection with the 
discussion of termination of the 
amortization period. 


Since any capital additions, made 
after the issuance of a certificate 
(above described), are not subject to 
the amortization deduction unless a 
new and timely certificate is issued 
with respect thereto, a taxpayer may 
apparently have new elections with 
respect to such additions. At least, 
any election made on tax returns 
should be specific as to the facilities 
or additions covered by such election 
so that it may not be said that there 
was no election exercised as to facili- 
ties or additions covered by different 
certificates. 


AMORTIZATION PERIOD 


The amortization period provided 
by the Act is a sixty-month period 
beginning with the month following 
that in which the facility is com- 
pleted or acquired, or with the suc- 
ceeding taxable year. This period 
may be shortened: (1) by a tax- 
payer electing to discontinue amorti- 
zation and to take in lieu thereof the 
ordinary depreciation deduction; or, 
(2) by a proclamation of the Presi- 
dent terminating the emergency pe- 
riod, or (3) by a certificate from the 
Secretary of War or the Secretary of 
the Navy to the effect that the facil- 
ity ceased, on the date stated in the 
certificate, to be necessary in the 
interest of national defense during 
the emergency period. 


TERMINATION AMORTIZATION 


DEDUCTION 


OF 


As above indicated, a taxpayer has 
the election within the sixty-month 
period to discontinue the amortiza- 
tion deduction, once begun, at any 
time. This discontinuance takes ef- 
fect as of the beginning of any month 
specified by the taxpayer in a notice 
in writing, filed with the Commis- 
sioner before the beginning of such 
month. Thereafter the ordinary de- 
preciation deduction is allowable. 
The taxpayer will not thereafter, as 
to such facility, be allowed the 
amortization deduction except in the 
event of termination of the amortiza- 
tion period as described in the pre- 
ceding paragraph. 

This final election was given so 























20 


L. R. B. & M. Journal 





that if a taxpayer elected amortiza- 
tion, and later found it more de- 
sirable to use the depreciation 
method, he could return to the former 
method simply by notifying the Com- 
missioner. Then should the amorti- 
zation period terminate unexpectedly, 
he could elect to have his allowance 
recomputed under the amortization 
provisions, rather than as deprecia- 
tion, with an amortization period 
shortened from sixty months to such 
portion thereof as elapsed between 
the beginning of the period as to 
such facility and the end of the month 
in which the termination occurred, 
or, he may, if he so chooses, continue 
to take amortization over the full 
sixty-month period, regardless of ter- 
mination of the emergency period. 
Freedom of action is thus assured, 
depending upon the circumstances 
which may exist in the particular 
case. 


In this regard, as well as in con- 
nection with the election of the amor- 
tization deduction, taxpayers should 
bear in mind that under the amortiza- 
tion provisions they may apparently 
receive (in a proper case) a deduc- 
tion which they would not receive un- 
der the ordinary depreciation or loss 
provisions. Since the definition of an 
emergency facility includes land and 
other non-depreciable property, spe- 
cial amortization of the cost of such 
otherwise non-depreciable property 
apparently could be obtained, al- 
though not allowable under the de- 
preciation or loss provisions. Thus 
it would generally seem advisable to 


elect amortization as to such prop- 
erty. 


TERMINATION OF 
PERIOD 


AMORTIZATION 


If the proclamation of the Presi- 
dent or the certificate of the Secre- 
tary of the department concerned 
(referred to above under Amortiza- 
tion Period) for a given facility is 
dated within the sixty-month period, 
then the taxpayer has an election 
to have the period close as of the end 
of the month in which the proclama- 
tion is issued, or as of the end of the 
month in which the date specified in 
such certificate occurred, whichever 
is earlier. The taxpayer may, how- 
ever, continue the amortization for 
the full sixty-month period if he pre- 
fers to do so. If the taxpayer elects 
to terminate, such shortened period 
is then used in lieu of the sixty- 
month period. Should the proclama- 
tion be issued, or the certificate be 
dated, after the taxpayer has elected 
te terminate the amortization deduc- 
tion and to take the ordinary depre- 
ciation deduction, then the termina- 
tion of the amortization deduction 
may be disregarded and the taxpayer 
has the same election as though he 
had not previously terminated the 
amortization deduction. 

Or further, in the event of termi- 
nation by proclamation or certificate 
as above explained, within the sixty- 
month period for a given facility, if 
the taxpayer has not theretofore made 
any election as to an amortization 
deduction with respect to such facil- 
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ity, he may at that time elect to take 
amortization upon the basis of a pe- 
riod beginning with the month fol- 
lowing that in which the facility was 
completed or acquired and closing as 
of the end of the month within which 
the proclamation was issued or within 
which occurred the date specified in 
the termination certificate, whichever 
is earlier. 


The elections just discussed are to 
be made by filing with the Commis- 
sioner a statement of such election in 
the manner and form and within the 
time specified in regulations to be is- 
sued by the Commissioner with the 
approval of the Secretary of the 
Treasury. 


When a taxpayer has filed an elec- 
tion following termination by procla- 
mation or certificate as above ex- 
plained, the taxes for all taxable 
years, beginning with the taxable 
year in which the amortization pe- 
riod began, are to be computed or re- 
computed by the use of the shorter 
amortization period. To the extent 
that they are not statute barred, fed- 
eral capital stock taxes and declared 
value excess-profits taxes, and pos- 
sibly some state franchise taxes, also 
would be subject to adjustment if af- 
fected by the revision of the amorti- 
zation deduction. The bar of the 
statute of limitations and all other 
provisions of law preventing reopen- 
ing of closed returns, other than com- 
promises under section 3761 of the 
Internal Revenue Code, will not pre- 
vent making the changes in income 





and excess profits tax liability result- 
ing from this recomputation. 

In all such cases, within one year 
after the date of the President’s 
proclamation or the date of the certi- 
ficate, whichever forms the basis of 
the taxpayer’s election, a notice of 
deficiency may be issued or a claim 
for refund may be filed, as the case 
may be, to effect the adjustment of 
the tax liability under the terms of 
the election. Where the statutory 
bar thus becomes inoperative, the 
claim for refund or the notice of de- 
ficiency may not raise any issues 
other than those which are incident to 
the change of the amortization deduc- 
tion. If the opening of a return is 
not barred by the statute of limita- 
tions or otherwise, other issues as to 
the tax liability may be raised. Also, 
when a deficiency resulting from such 
a change (after the statutory bar 
would otherwise apply) has been 
paid, any suit by the taxpayer for re- 
fund or by the Government to re- 
cover an erroneous refund is to be 
limited solely to the item resulting 
from this special amortization recom- 
putation. 


THe AMORTIZATION Basis 


Where the taxpayer elects to take 
the amortization deduction for an 
emergency facility, the basis, to be 
amortized over the sixty-month pe- 
riod or the shorter period in the event 
of earlier termination, is the “ad- 
justed basis.” The tax basis of the 
facility is generally cost less de- 
preciation or other deduction from 
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cost for tax purposes. The adjusted 
basis is only so much of the tax basis 
of a facility as is properly attributa- 
ble to construction, reconstruction, 
erection, installation, or acquisition 
after June 10, 1940, as may be cov- 
ered by a certificate from the Ad- 
visory Commission to the Council of 
National Defense and either the Sec- 
retary of War or the Secretary of 
the Navy. 

The discussion above as to the con- 
struction of the Act on the question 
whether amortization may be taken 
on any part of construction and the 
like which took place prior to June 
10, 1940, is of course directly perti- 
nent to this question of the adjusted 
basis. Whether the language of the 
Act limits the basis in such a case 
strictly to costs after June 10, 1940, 
is a question which must be decided 
in the light of the facts of each case 
and, as has heretofore been sug- 
gested, taxpayers should be alert in 
protecting their rights. 

It is to be expected that the Treas- 
ury will attempt to hold that only the 
cost (of an emergency facility) in- 
curred after June 10, 1940 may be 
amortized under the provisions of the 
Act, and that the remainder, if any, 
of the cost is to be recovered ratably 
over the useful life of the facility, 
if it constitutes depreciable property. 

If after the completion or acquisi- 
tion of any emergency facility with 
respect to which a certificate has been 
issued, any additional capital expen- 
ditures attributable to such facility 
are made after its completion or ac- 


quisition, which are not covered by 
the certificate, such capital additions 
are to be considered as expenditures 
with respect to a new emergency fa- 
cility. Therefore, unless a new timely 
certificate is issued, such additional 
expenditures may not be included in 
the amortization basis. 

To the extent that the cost of the 
emergency facilities exceeds the ad- 
justed basis in respect of which an 
amortization deduction is allowable, 
an appropriate depreciation deduction 
may be taken in respect thereof. 


EMERGENCY FaciLity CONTRACTS 


Outlines of the several plans or 
methods which are being followed by 
the Government in contracting for 
emergency facilities were set forth 
earlier in this article. These plans 
or the contracts entered into there- 
under may provide that no amortiza- 
tion or depreciation deductions are 
tc be allowed with respect to a par- 
ticular facility. 

Where the contract follows the 
lines of Plan I it is clear that the 
taxpayer may take the amortization 
or depreciation deduction as he may 
elect. This is because the title to the 
property is vested in the taxpayer- 
contractor and the investment there- 
in is his. 

As to Plan II, since the taxpayer- 
contractor is to be repaid its invest- 
ment, it will presumably not be per- 
mitted a net deduction for amortiza- 
tion. Should a deduction for amorti- 
zation be allowed, the payments re- 
ceived in reimbursement of the cost 
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of facilities would perforce have to 
be taken up as gross income. In 
other words, the final effect on tax- 
able income is just the same whether 
the Government pays in full for the 
facilities at the time of their con- 
struction or acquisition, or the tax- 
payer-contractor makes what in sub- 
stance is an advance to the Govern- 
ment for the cost of facilities, which 
advance is to be repaid over a period 
of five years or other agreed period. 
At the end of the period of reim- 
bursement of the taxpayer by the 
Government for the cost of the prop- 
erty, title to the facility passes to the 
Government unless the taxpayer-con- 
tractor pays to the Government, as 
provided in the contract, the then 
fair market value of the property. 

Under a contract following Plan 
III title to the facility is in the Gov- 
ernment and for this reason amorti- 
zation or depreciation is not allow- 
able. Such plant is operated by the 
contractor under a lease from the 
Government. 

Obviously, there will be contracts 
which are a variation or combination 
of these three general plans. Never- 
theless, the criterion as to whether 
amortization will or will not be de- 
ductible is whether the taxpayer has 
a direct capital investment in the 
property. The contract for the facil- 
ity must be consulted to determine 
this basic fact. 

In the type of contract drawn un- 
der Plan II or any modification 
thereof it is required that the Gov- 
ernment’s interest in such plant must 


be protected. The Act provides that, 
unless before the expiration of 90 
days after the making of such con- 
tract, or 120 days after the date of 
enactment of the Second Revenue 
Act of 1940, whichever is later, the 
Advisory Commission to the Council 
of National Defense and either the 
Secretary of War or the Secretary 
of the Navy certify to the Commis- 
sioner that the contract adequately 
protects the United States with refer- 
ence to the future use and disposition 
of such emergency facility, then no 
amortization deduction with respect 
to such emergency facility shall be 
allowed. It is to be noted, however, 
that no mention is made of disallow- 
ance of the depreciation deduction al- 
lowable under the Internal Revenue 
Code. In all such cases taxpayers 
electing the amortization deduction 
should see to it that this required cer- 
tificate is made to the Commissioner. 


Tax TREATMENT OF REIMBURSE- 
MENT PAYMENTS 


Two types of reimbursement pay- 
ments may be received by taxpayers 
from the Government with respect to 
emergency facilities. Whether such 
payments represent income depends 
upon the facts in each case in the 
light of the contracts. The first type 
ig that already discussed above which 
is reimbursement to the taxpayer for 
its investment in the facility or, in ef- 
fect, its advance to the Government. 
It is in fact a purchase of such facil- 
ity by the Government from the tax- 
payer. Whether any taxable income 
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may arise from this type of transac- 
tion will depend upon whether the 
taxpayer is merely made whole or 
whether in fact there is an element 
of gain to it. Obviously, no gen- 
eralization can be made since the spe- 
cific facts in each case will govern. 
The second type of reimbursement 
is that which consists of payments to 
be made by the United States of the 
unamortized cost of emergency facili- 
ties when a contract involving the 
use of an emergency facility has been 
terminated by its terms or by can- 
cellation, or in the event the tax- 
payer had reasonable grounds for an- 
ticipating future contracts involving 
the use of the facility but such con- 
tracts were not made. The reason- 
able grounds may be based upon the 
provisions of a Government contract 
involving the use of the facility or 
upon written or oral representations 
made under Government authority. 
In this second type of reimburse- 
ment, if “an amount is properly in- 
cludible in gross income of the tax- 
payer” (italics supplied), then the 
amortization or depreciation deduc- 
tion may, at the election of the tax- 
payer in its return for the taxable 
year involved, be adjusted so as to 
allow amortization or depreciation 
for the month in which the payment 
is received in the same amount as the 
reimbursement, but not to exceed the 
remaining adjusted basis of the facil- 
ity. All such payments are to be cer- 
tified to the Commissioner by the 
Secretary of War or the Secretary 
of the Navy under regulations to be 


prescribed by the President. The 
particular facts as to each case must 
be examined to determine whether 
an item is “properly” includible in 
gross income. 


DEDUCTIONS FOR DEPRECIATION OR 
Loss oF USEFUL VALUE 


An election is always allowed the 
taxpayer to take the special amortiza- 
tion or the depreciation deduction. 
Many persons have expressed the 
opinion that this special amortization 
allowance was not necessary because 
the taxpayer could obtain the same 
results under the depreciation provi- 
sions of the Code. Generally speak- 
ing, this might be true. The objec- 
tions, however, were that the Com- 
missioner might be too technical in 
determining the depreciation allow- 
ance and long-drawn out tax contro- 
versies would result. Manufactur- 
ers felt the necessity of being free 
from the doubts which might arise 
from having to rely on the Commis- 
sioner’s interpretation of existing 
law provisions. 

Taxpayers should know that de- 
preciation when correctly determined 
is based upon the normal useful life 
of the asset, and that if this normal 
useful life is drastically shortened, 
by reason of circumstances not taken 
into account in determining the rate 
of depreciation, then extraordinary 
obsolescence (sometimes termed ac- 
celerated depreciation) should be al- 
lowed. Also, if the circumstances in- 
dicate a loss of useful value, then the 
deduction should be taken under the 
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loss provision of the Code. Those 
persons who felt the special amorti- 
zation provisions unnecessary were 
of the opinion that the Commissioner 
could readily provide for these emer- 
gency situations by special rulings 
without all of the technicalities as to 
election, certificates, unknown uncer- 
tainties and the like now brought 
into the picture by the new law. 

In any event taxpayers who, either 
by election or by failure to secure the 
required certificates or to meet other 
requirements, are confined to depre- 
ciation or loss deductions under the 
Code should, in proper cases, insist 
upon deductions based upon the well 
established rules as to extraordinary 
obsolescence and loss of useful value. 


CLOSING AGREEMENTS 


Taxpayers should also understand 
that the provisions for special closing 
agreements under section 3760 of the 
Code have not been changed. These 
agreements were discussed by Mr. 
H. E. Bischoff of the New York 
office in connection with the Vinson- 
Trammell Act in the January, 1940, 
issue of the L. R. B. & M. JouRNAL. 
In proper cases it is believed that the 
Commissioner will enter into such a 
closing agreement, although it may 
now be much harder to obtain in 
view of this new legislation. 


Act oF JUNE 28, 1940 


While the provisions of the Act of 
June 28, 1940, commonly known as 
the Act to Expedite National De- 
fense, are in many respects similar 
to those relating to amortization 
herein discussed, such provisions of 
the earlier Act have not been sus- 
pended and it is not known at this 
time whether or not the President 
will cause any further regulations re- 
garding them to be issued. Under 
the June 28, 1940 Act and Execu- 
tive Order No. 8465, the Internal 
Revenue regulations were supple- 
mented by the “Joint Rules for the 
Administration of Section 4 of the 
Act of June 28, 1940.” Under these 
regulations special allowances may be 
made for special additional equip- 
ment and facilities acquired by pri- 
vate plants to facilitate, during the 
national emergency, the completion 
of any complete naval vessel or Army 
or Navy aircraft or portions thereof. 
These Joint Rules cover the period of 
the “national emergency” which was 
declared by the President to exist on 
September 8, 1939. Obviously, un- 
less changed, these Rules should be 
considered by contractors, engaged in 
the construction specified, and having 
special facilities acquired prior to 
June 10, 1940. 
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Tax Rates 


By H. E. BiscHorr 
(New York Office) 


The revisions in tax rates and 
computations under the first Reve- 
nue Act of 1940 are of two types: 
(1) permanent changes under Title 
I which provide for increased income 
taxes and for lower personal exemp- 
tions, and (2) temporary changes un- 
der Title II which provide for de- 
fense “super-taxes” for five years, 
and for an additional four-year ex- 
tension of the excise taxes (as in- 
creased) from 1941 to 1945. 

The Second Revenue Act of 1940 
increased the rate of income tax on 
corporations with normal-tax net in- 
come of more than $25,000 (not hav- 
ing the benefit of the alternative tax), 
from 19 per cent to 22.1 per cent 
but the defense tax was limited to 10 
per cent of the tax computed under 
the first Revenue Act. Accordingly, 
the total normal tax and defense tax 
of such corporations for the five- 
year period will be computed at the 
rate of 24 per cent (22.1 per cent 
plus 1.9 per cent), if no further 
changes in rates are made. 

The alternative tax on corporations 
with normal-tax net income of slight- 
ly more than $25,000 was revised so 
that a rate of 35 per cent instead of 
33 per cent (under the first Revenue 
Act of 1940) is applied to net income 
in excess of $25,000 in addition to 
the tax of $3,775 (unchanged) on the 
first $25,000. The defense tax is 


limited to 10 per cent of the tax com- 
puted under the first Act. When in- 
come reaches $38,565.89 no benefit 
will be gained from the alternative 
tax as the latter equals the full rate 
of 24 per cent at that point. 

The Second Act also imposes a 
new excess profits tax in addition to 
the existing normal income tax and 
excess-profits tax, the latter being 
now designated as the “declared 
value excess-profits tax.” 

The changes made by the Second 
Act did not affect the rates appli- 
cable to individuals. 

The revised income tax rates on in- 
dividuals and corporations apply to 
taxable years beginning after De- 
cember 31, 1939, i.e., the calendar 
year 1940 or fiscal years beginning in 
1940. The related defense taxes ap- 
ply to taxable years beginning after 
December 31, 1939 and before Janu- 
ary 1, 1945. 


Income Tax on Individuals 


The rates and amounts imposed 
under the first Revenue Act of 1940 
are shown on page 27. The tax is 
first calculated at the normal and 
surtax rates, and is then increased by 
the defense tax of 10 per cent of the 
tax thus computed, before applying 
the credits for foreign taxes or taxes 
withheld at source. The defense tax 
cannot be more than 10 per cent of 
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the excess of the net income over the 
tax computed before superimposing 
the defense tax. This limitation on 
the defense tax affects only those net 
incomes in excess of approximately 


$182,000. 
NorMAL RATE 


The normal income tax rate re- 
mains at four per cent. 


SurRTAX RaTEs 


The surtax rates have been in- 
creased on surtax net incomes be- 
tween $6,000 and $100,000. 


In the following table the last 
column shows the combined normal 
tax, surtax and defense tax due on 
the maximum amount of net income 
shown in each respective bracket: 


RATES OF TAX ON INDIVIDUAL INCOMES 


Taxable Net Income 
in Excess of 


Personal Exemption 
First eee 
$4,000 to NE ola lreicc(stigsiers 
6,000 to I iciciscoie wiareionargreicis 
8,000 to Lo. SE 
10,000 to MINS esosatare-naosv svoresiee 
12,000 to Se 
14,000 to A re 
16,000 to RS scre sap omracnmeees 
18,000 to (| eee 
20,000 to ME ca nedaswancawes 
22,000 to PP aisliniuia weatomiacenee 
26,000 to I seo 636.berdiorerncrerware 
32,000 to enna 
38,000 to REI Gi cce-siids sree cients 
44,000 to Sp i, EET 
50,000 to OL. Serra 
60,000 to / || SER ene 
70,000 to I soto wee ainierorwin-oe 
80,000 to oo Cr 
GOOOD tO TOG. cc cvcccciccccces 
0 ea | 
TSOCOG to  ZUDIO oo icisccccceccess 
yo ees) | | re 
25000 10 =FINIDUD nonce ceccwicvees 
FOGG 10 FAT cnkccvcccsseves 
AG OOD to SOCIO... io cciss csieece 
SOD000 10  75O000......0ccccccecswes 
FIOCO0 70 1OGODUD. 2.0.0.0 cc scseccess 
LGOD GOD 10. ZOU eo ocsiccciccewecives 
ZOUUOOU tO SOUUOOO.... occ cciesccsces 
Oo ge) 


Combined 


Surtax on Normal Tax (4%) 
Surtax Maximum Amount Surtax and 
Rates in Each Bracket Defense Tax* 
None None $ 176 
4% $ 80 352 
6 200 572 
8 360 836 
10 560 1,144 
12 800 1,496 
15 1,100 1,914 
18 1,460 2,398 
21 1,880 2,948 
24 2,360 3,564 
27 3,440 4,928 
30 5,240 y Ay 4 
33 7,220 9,614 
36 9,380 12,254 
40 11,780 15,158 
44 16,180 20,438 
47 20,880 26,048 
50 25,880 31,988 
53 31,180 38,258 
56 36,780 44,858 
58 65,780 78,958 
60 95,780 113,602 
62 126,780 148,302 
64 158,780 183,902 
66 224,780 256,902 
68 292,780 331,702 
70 467,780 523,202 
72 647,780 719,202 
73 1,377,780 1,512,202 
7 3,597,780 3,918,202 
75 


* Before applying credit for “‘Earned Income” or any credits for interest on U. S. obligations, etc., 


allowed under Section 25. _ I 
where the limitation provision applies. 


In computing the defense tax a personal exemption of $2,000 is assumed 





EXEMPTIONS 


The personal exemptions allowed 
citizens and residents have been re- 
duced to the following amounts: 


Single person, or married person 

not living with spouse.......... $ 800 
Married person living with spouse; 

or head of family 
Credit for dependents (each) 
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An estate is allowed a personal ex- 
emption of $800, and a trust an ex- 
emption of $100. 


Normal Tax on Corporations 

The revised normal tax rates under 
the 1939 Act which would have been 
applicable to the calendar year 1940 
and fiscal years beginning in 1940 
were never put into effect as they 
were increased under the first Reve- 
nue Act of 1940 by one per cent and 
further increased under the Second 
Revenue Act of 1940 as already de- 
scribed herein. As in the case of 
individuals, a defense “super-tax” 
is also provided for five years at the 
rate of 10 per cent of the total tax 
computed at the basic rates pre- 
scribed by the first Revenue Act of 
1940. 


RATES OF Tax 

The following table sets forth the 
rates of tax to which corporations in 
different income categories will be 
subject for taxable years beginning 
after December 31, 1939. The rates 
include those imposed by the first 
1940 Act, including the defense tax, 
and the additional rates imposed by 
the second 1940 Act. 

(1) Corporations with normal- 
tax net incomes not in excess of $31,- 


964.30: 


Tax on 

Maximum 
Normal-Tax Rates Amount of 

Net Income of Tax Each Bracket 
First $5,000 14.85% $742.50 
$5,000 to 20,000 16.50% 3,217.50 
20,000 to 25,000 18.70% 4,152.50 
25,000 to 31,964.30 38.30% 6,819.83 


(2) Corporations with normal-tax 
net incomes in excess of $31,964.30 


but not in excess of $38,565.89: 


Tax on 
Maximum 
Normal-Tax Rates Amount of 

Net Income of Tax Each Bracket 
First $5,000 15.4% $770.00 
$5,000 to 20,000 16.9% 3,305.00 
20,000 to 25,000 18.9% 4,250.00 
25,000 to 38,565.89 36.9% 9,255.81 


(3) Corporations with normal-tax 
net incomes in excess of $38,565.89: 


Rate of Tax 


Excess Profits Tax 
The Second Revenue Act of 1940 


imposes a new excess profits tax on 
corporations (except corporations ex- 
empt under Sec. 727) for taxable 
years beginning after December 31, 
1939. That tax is in addition to (a) 
the normal tax, inclusive of the de- 
fense tax, (b) the declared value ex- 
cess-profits tax, inclusive of the de- 
fense tax, and (c) the surtax im- 
posed on corporations improperly ac- 
cumulating surplus, inclusive of the 
defense tax. 

Corporations subject to the tax 
and in existence before January 1, 
1940 may elect to be taxed either (1) 
under the “invested capital method” 
or (2) under the “average income 
method.” 

The rates of tax which are the 
same under both methods are as fol- 
lows: 


Tax on 
Amounts of Maximum 
Adjusted Excess Rates of _Amount of 
Profits Net Income Tax Each Bracket 
First $20,000 25% $5,000 
$20,000 to 50,000 30% 14,000 
50,000 to 100,000 35% 31,500 
100,000 to 250,000 40% 91,500 
250,000 to 500,000 45% 204,000 
Over 500,000 50% 


























Tax Rates 





29 





The defense tax does not apply to 
the new excess profits tax. 


Mutual Investment Companies 


These companies are taxed at the 
permanent rate of 22.1 per cent 
of Supplement Q net income regard- 
less of the amount, and in addition 
the defense tax of 1.9 per cent is 
imposed for the period of five years, 
thus making the total tax for that pe- 
riod 24 per cent. They are exempt 
from the excess profits tax under the 
Second Revenue Act of 1940. 


Surtax on Personal Holding 
Companies 


These companies are exempt from 
the excess profits tax under the Sec- 
ond Revenue Act of 1940. How- 
ever, in addition to the normal cor- 
poration tax previously described 
herein there is imposed upon “un- 
distributed Subchapter A net in- 
come” a surtax at the following 
rates: 


Undistributed 
Subchapter A Rates of 
Jet Income Surtax 
Not in excess of $2,000.......... 65% 
Tm excess Of S2,000.....<.<....056:0660 75% 


For the five-year period the de- 
fense tax is superimposed at 10 per 
cent of amount of the surtax 
arrived at by using the above rates. 


the 


Surtax on Corporations Improperly 
Accumulating Surplus 


This tax, which is in addition to 
the regular corporation tax, is com- 
puted on “undistributed Section 102 
net income” of other than personal 


holding companies at the following 
rates: 


Undistributed 
Ss 2 


ec. 102 Rates of 

Net Income Surtax 

Not in excess of $100,000........ 25% 
In excess of SIQU O00... «6.000000 35% 


For the five-year period the de- 
fense tax is superimposed at 10 per 
cent of the amount of the surtax ar- 
rived at by using the above rates. 


Capital Stock Tax 


Unless a further revision is made 
of the law, corporations will be per- 
mitted to establish a new declared 
value for the year ending June 30, 
1941, and such value may be either 
higher or lower than the adjusted de- 
clared value arrived at by applying 
the adjustments for income, addi- 
tional capital, distributions to stock- 
holders, etc. provided for under the 
law. 


RATE OF Tax 


The basic tax is at the rate of $1 
for each $1,000 of adjusted declared 
capital stock value. For the year 
ended June 30, 1940 and for the four 
succeeding years ending June 30, the 
rates were increased to $1.10 for 
each $1,000, to include the defense 
tax. 


Declared Value Excess-Profits Tax 
RATES 
The basic rates are as follows: 


6 per cent of such portion of a 
corporation’s net income for its 
income tax year (less the credit 

for dividends received) as is in 
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excess of 10 per cent and not 
in excess of 15 per cent of the 
adjusted declared value of its 
capital stock at the close of its 
preceding income tax year, and 
12 per cent of such portion of a 
corporation’s net income as is 
in excess of 15 per cent of the 
adjusted declared value. 


The amount of tax payable at the 
above rates for any income-tax tax- 
able year ending after June 30, 1940 
and before July 1, 1945 is increased 
by 10 per cent to include the defense 
tax. 


Foreign Corporations and Non- 
Resident Aliens 

RESIDENT FOREIGN CORPORATIONS 

Foreign corporations engaged in 
trade or business, or having an office 
or place of business, in the United 
States are taxed on income from 
U. S. sources at the basic rate of 
22.1 per cent regardless of whether 
the normal-tax net income is over 
or under $25,000, and in addition, 
for the five-year period, the defense 
tax of 1.9 per cent is also applied, 
making the total tax 24 per cent. 


NONRESIDENT ALIENS HAvInNG U. S. 
BUSINESS 


The tax is based upon gross in- 
come from sources within the United 
States less deductions applicable to 
such income and a personal exemp- 
tion of $800. The rates of normal 
tax, surtax and defense “super-tax” 
are the same as those in the case of 
citizens. 


NONRESIDENT FOREIGN CORPORA- 
TIONS AND NONRESIDENT ALIENS 
Havine No U. S. Business 

In these cases the tax is to be 
withheld at the source at the rates 
shown in the table on page 31; but 
such nonresident aliens having gross 
income of more than $24,000 from 
sources within the United States are 
subject to tax at the same normal and 
surtax rates as citizens. 

Estate Tax 

The basic estate tax rates* and the 
additional estate tax rates* imposed 
under Sections 810 and 935 respec- 
tively of the Internal Revenue Code 
continue in effect, but in the case of 
decedents dying after the date of the 
enactment of the first Revenue Act 
of 1940 (June 25, 1940) and before 
the expiration of five years after such 
date the defense tax is added. The 
defense tax is 10 per cent of the total 
amour of estate tax which would 
otherwise have been payable to the 
federal government. 

A specific exemption of $40,000 is 
allowed for computing the estate tax 
under Section 935, the similar ex- 
emption under Section 810 being 
$100,000. 

Gift Tax 

No change is made in the basic gift 
tax rates.*¥ However, a defense tax 
of 10 per cent of the basic gift tax 
is applicable to gifts made in 1940 
after June 25, 1940, the date of the 
enactment of the Act (determined by 





* Tables of the estate tax rates and gift tax 
rates (exclusive of the 10 per cent defense tax) 
were published in the July, 1939 issue of the 
L. R. B. & M. Journat. 











pr 
ca 
th: 
ch 


7 




















Tax Rates si 





proration of the basic tax for the full also does the $4,000 exclusion al- 
calendar year), and to gifts made in lowed for gifts made to any person 
the calendar years 1941 to 1945, in- during any taxable year since 1938, 
clusive. but the exclusion does not apply to 

The cumulative specific exemption gifts in trust or of future interests 
of $40,000 remains unchanged, as_ in property. 


Withholding Rates 
for the period June 26, 1940 to December 31, 1944, inclusive 


Corporate Band Interest: Other 
: Fixed or 
With Tax-free Covenant Without Determinable 
and Issued Before Tax-free Annual or 
Jan. 1, 1934: Covenant ; Periodical 
. ' or Issued Income 
If Corporation If Corporation On or After Salary (including 
ssumes Assumes Jan. 1, 1934, or Other dividends) 
Over Not Over with Compensation from Sources 
2 Per Cent 2 Per Cent Tax-free for Personal within the 
Classes of Taxpayers of the Tax of the Tax Covenant Services United States 
f Per Cent Per Cent Per Cent Per Cent Per Cent 
1. Citizen or resident 
individual, fidu- 
Clary, or part- 
NEVE  v6.cccas 2 2 — _— _ 
2. Nonresident alien 
individual, fiduci- 
ary, or partner- 
ship (except as 
stated in item 5 
WEEP cvvevece 2 16% 16% 16¥33 16%! 
3. Domestic corpora- 
tion or resident 
foreign corpora- 
WOE oc tte cece —_ = —— eae as 
4. Nonresident for- 
eign corporation 
(except as stated 
in item 6 below). 2 16% 16% 16% 16%" 
5. Individual, _fidu- 
clary, or part- 
nership, resident , 
of Canada .... 2 5 5 _ 5 
6. Nonresident cor- 
poration organ- 
ized_under laws . , i ‘ 
of Canada .... 2 16% 16% 16% 16% 
7. Unknown owner. 2 16% 16% = — 


1 Compensation for personal services is not subject to withholding in the case of nonresident aliens 
who are residents of Canada or Mexico and who enter and leave the United States at frequent intervals. 

21.R.C. Sec. 143 (b), added by Sec. 202 of the Revenue Act of 1940, provides that the increase 
from 15% to 161%4% “shall not apply in any case where its operation would be contrary to any treat 
obligation of the United States, nor to a resident of, or a corporation organized under the laws of, 
a contiguous country so long as there is in effect with such country a treaty, ratified prior to August 26, 
1937, relating to rates of income tax.’’ It is possible that under this provision the 114% defense tax 
is not applicable to a nonresident Canadian corporation. In the case of dividends paid to a Canadian 
corporation, the rate is 5 per cent. In the case of Swedish residents or legal entities the rate with 
respect to dividends is 10 per cent beginning January 1, 1940. 
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Four New Partners 
At the annual meeting 
earlier in the month, which was at- 
tended by our partners from different 
parts of the country and by repre- 
sentative members of the staff at our 
various offices, announcement was 


firm’s 


made of the admission of four new 
partners to our firm, Mr. Fred C. 
Dennis at Cincinnati, Mr. Louis D. 


Kork at Cleveland, and Mr. Alvin R. 
Jennings and Mr. Christopher H. 
Knoll at New York. All of them 
have been with the firm for many 
years and their admission to partner- 
ship is a well deserved recognition of 
ability, integrity and industry, which 
they all possess in high degree. 

A biographical sketch of each of 
them will appear in the next issue 
of the JouRNAL. 
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The Latest Tax Act 


It has been the firm’s custom for 
a number of years past to devote the 
issue of the L. R. B. & M. JouRNAL 
immediately following the passage of 
a new Federal tax act to a consid- 
eration of the important features of 
the new act. This has been of great 
help to our staff, and many of our 
clients also have expressed apprecia- 
tion of the assistance which they 
felt was derived from reading these 
special tax issues of the JOURNAL. 
The present issue follows this cus- 
tom. 

The preparation of the articles 
which appear in this issue has been 
an especially difficult task for those 
who have written them. It is gen- 
erally recognized that the Second 
Revenue Act of 1940, enacted Octo- 
ber 8, 1940, is without question the 
most complicated piece of Federal 
tax legislation with which the busi- 
ness and financial world has ever 
been faced. In these circumstances, 
with only a limited time for study of 
the Act and of the practical applica- 
tion of its many provisions to corpo- 
rate accounts, and with regulations 
not yet available to indicate the 
Treasury’s interpretation of the Act, 
the analysis of both the excess profits 
tax provisions and the amortization 
provisions of the Act, as set forth in 
these articles, must necessarily be 
suggestive rather than conclusive. 
When it is recalled that many years 
passed after the enactment of the ex- 
cess and war profits taxes of 1917 
and 1918 before the decisions of the 


courts finally established the signifi- 
cance to be given to various provi- 
sions of those acts, it is reasonable 
to expect that many years also will 
pass before we shall know definitely 
just what is to be the final interpre- 
tation and application of many pro- 
visions of the new taxing statute. 

The article on “Tax Rates” pre- 
sents not only the rates of excess 
profits tax and income tax prescribed 
by the Second Revenue Act of 1940, 
but also the new rates prescribed by 
the (first) Revenue Act of 1940 
which was enacted on June 25 last. 
The Second Revenue Act dealt only 
with taxes on the incomes of corpo- 
rations, whether normal or excess 
profits, but the (first) Revenue Act 
of 1940 affected the rates of various 
taxes on corporations (income, capi- 
tal stock and declared value excess- 
profits tax), and of taxes on individ- 
uals, estates and trusts (income, es- 
tate and gift). 


Federal Tax Handbook 

The 1940-1941 edition of Colonel 
Montgomery’s FepEraL Tax Hanp- 
BOOK is expected to come from the 
press in about a month’s time. This 
will bring up to the minute the series 
of the Colonel’s tax manuals, the first 
of which was issued approximately 
a quarter century ago. 

At no time has the Handbook 
been more needed by both taxpayers 
and tax practitioners. Despite the 
continued endeavor of accountants, 
lawyers and business men to impress 
Congress with the desirability of sim- 
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plifying our taxes, the latest enact- 
ment but adds to their complexity. 


The announcement of the publish- 
ers, The Ronald Press Company, 
reads in part as follows: 


With additional drastic tax legislation to 
contend with, including an excess-profits 
tax the like of which we have not seen 
for twenty years, your company needs all 
the advice of experience it can get. This 
special type of counsel is the distinctive 
characteristic of Montgomery’s FEDERAL 
TAX HANDBOOKS. 

In these books you have concentrated 
counsel and experience gained over a quar- 
ter of a century in organizing and pre- 
senting tax information, Just as through 
these years they have covered income and 
other taxes, just as in World War years 
they were being actively referred to on 
problems of excess-profits taxation then 
in effect, so now and in future they will 
be constantly consulted on operation of 
the present taxes. 

In the quickest, most direct form pos- 
sible, you have before you what you want 
to know about: 

The requirements of the law; quoted, 
analyzed, and interpreted, section by sec- 


tion, into clear statements of counsel and 
concise instructions for immediate pro- 
cedure ; 

The attitude of the Treasury as ex- 
pressed in its latest rulings; and of the 
courts and Board of Tax Appeals as re- 
flected in important recent decisions—with 
discussions of previous rulings and deci- 
sions still significant; 

The position to be taken by taxpayers 
now and all through the year to protect 
their interests ; 

Sound opinions and recommendations on 
ambiguous or disputed points, especially 
respecting new and untried provisions of 
the law. 

Every member of our staff will 
naturally need to familiarize himself 
with the requirements of the new ex- 
cess profits tax act and of the deduc- 
tion for amortization of defense 
emergency facilities. The new edi- 
tion of Colonel Montgomery’s FEp- 
ERAL Tax HANDBOOK will be most 
helpful in this respect, as well as in 
the other ways indicated by the pub- 
lishers of the Handbook. 

W. A. S. 
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Notes 


Our firm was well represented at 
the annual meeting of the American 
Institute of Accountants, which was 
held this year in Memphis, Tennes- 
see, October 14-18. Five members 
of our firm appeared on the pro- 
gram, their respective contributions 
being as follows: 


Mr. Ross, who is a member of the 
Institute’s Committee on Education, 
read a paper on the subject of What 
the Practitioner Looks For in the 
College Trained Accountant, at the 
round table discussion devoted to 
Progress in Accounting Education ; 

Mr. Sweet, who is Chairman of 
the Institute’s Special Committee on 
Cooperation with the Securities and 
Exchange Commission, was the com- 
mentator on the address by Mr. Jer- 
ome N. Frank, Chairman of the Se- 
curities and Exchange Commission, 
on “The Sin of Perfectionism” ; 

Mr. Sinclair spoke on Inventories 
at the round table session devoted to 
Experiences with Extensions of Au- 
diting Procedure; 

Mr. Russell presented a paper at 
the round table session which consid- 
ered Accounting Problems under Na- 
tional Defense Contracts ; 

Mr. Arthur contributed a paper on 
Accounting Policies and Practices as 
Reflected by Published Statements of 
Several Oil Companies at the round 
table session on Accounting for the 
Oil Industry. 

Mr. Mohle, Manager of the Hous- 


ton Office, who is a member of the 
Institute’s Special Committee on Ac- 
counting for State Highway Depart- 
ments, was chairman of the round 
table session on Accounting for Con- 
tractors Under State Highway De- 
partment Contracts. Mr. Fischer 
was in attendance at the meetings of 
the Council of the Institute, and Mr. 
Staub attended meetings of the Com- 
mittee on Accounting Procedure, 
Committee on Auditing Procedure, 
and joint meetings of certain mem- 
bers of the Accounting Procedure 
and Public Utility Accounting Com- 
mittees. 

Messrs. Keast, Breslin and Drae- 
well from San Francisco, Mr. Gib- 
son from Los Angeles, Messrs. 
Dennis and Starr from Cincinnati, 
Mr. Hunter from Boston, Mr. Ives 
from Atlanta, Mr. Halloran from 
Louisville, and Mr. Emo from the 
St. Louis office were also among 
those attending the annual meeting. 


The program for the conference 
which was held in Philadelphia, Sep- 
tember 16-20, to celebrate the 200th 
anniversary of the founding of the 
University of Pennsylvania, included 
in the Social Sciences section a sym- 
posium on the Public Aspects of Ac- 
counting. Colonel Montgomery was 
the chairman of this session. After 
an historical introduction by him, the 
subject was presented by three speak- 
ers on the respective aspects of The 
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Professional Accountant’s Responsi- 
bilities to the Public, Management’s 
Responsibilities to the Public for Ac- 
counting Reports, and The Govern- 
ment’s Responsibility for the Regula- 
tion of Accounting Reports. 

At the meeting of the National 
Association of Manufacturers held 
in New York on September 18, 
Colonel Montgomery spoke on New 
Tax Developments, with Special 
Reference to Amortization. 





At the annual conference on tax- 
ation recently held by the National 
Tax Association in New York, Col- 
onel Montgomery was one of a 
group which discussed the subject of 
War and Taxation. 

Mr. Staub attended the conference 
on appointment by Governor Leh- 
man as a delegate to represent New 
York State. 


On October 5 Mr. Perry addressed 
the New England Regional Cost Con- 
ference held under the auspices of 
the National Association of Cost Ac- 
countants in Providence, Rhode 
Island. He dealt with the timely sub- 
ject of Government Contracts and 
Related Problems. 


Mr. Bell read a paper on Exten- 
sions of Auditing Procedure as Ap- 
plied to Retailing at the semi-annual 
convention of the Controllers’ Con- 
gress of Retail Dry Goods Associa- 
tion held in Chicago. 


At this year’s annual meeting of 
the Pennsylvania Institute of Certi- 
fied Public Accountants, held at Sky- 
top, Pennsylvania, Mr. Staub spoke 
on the Last-in, First-out Method of 
Costing Sales and Inventories. 





The 1940 Excess Profits Act 
(Continued from page 14) 


dated return (even for a part of a 
year during which the affiliation may 
have existed), it give careful consid- 
eration to the possible obligation to 
continue filing consolidated returns. 
Assuming that the regulations to be 
issued by the Commissioner will fol- 
low the precedent of earlier regula- 
tions, affiliated corporations which 


have been filing separate returns may 
elect in any year to file a consolidated 
return, but they may not revert to 
separate returns for succeeding years 
(if the affiliation continues) except- 
ing when a new member enters the 
affliated group, or a change is made 
in the regulations, or the Commis- 
sioner grants permission to change. 
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